Vel peege

L / -
United States Department of the Interior

OFFICE OF THE SECRETARY
WASHINGTON. D.C. 20240

o-—

e 017 059

=l

DV CDE/MIAl MESCENOED

Honorable Don Young

Chairman. Committee on Resources
House of Representatives
Washington, D.C. 20513

Dear Mr. Chairman:

I am pleased 10 enclose responses 10 questions submitted to the Minerals Management
Service as followup to the July 31, 1997, hearing on Royalty-in-Kind issues.

Thank vou for the opporunity to provide this material to the Committee. If you have anv
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Legislative Counsel
Office of Congressionai and
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Honorable Barbara Cubin, Chairman, Subcommittee on Energy and Mineral Resources
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FOLLOWUP QUESTIONS AND ANSWERS

Questions from Chairmep Cubin

1. What is your view on the certainty for lessees deiivering tic icderai susre ui 1uyniiy
in-kind, i.c., will the lessee retain any royalty liability to the federsl government?

One of the primary benefits of royalty-in-kind (RIK) programs is they can offer a
dramatic increase in certainty to lessees regarding royalty obligations and liabilities.
Conceptually, upon satisfactory delivery of production volumes to the lessor, the lessec 1s
relieved of liabilities concemning royalty valuation. The only remaining, current royalty
liahility would relate to MMS verification that the delivered volumes and the associated
quality of the product are accurate and that any subsequent volume balancing accurately
raflacts the ravalty rate in the lease. Of course. the legsee remains liable for any past

outstanding royalty liabilities and any past futurc operational and environmental

Tinkilitime
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2. Will the MMS support 2 R-1-K program which requires delivery of the royalty
iaken ai iine iease?
Our reading of onshore icasc icrms suggesis that RIK delivery would be at the ¢ leass,
which we would interpret as the point of myalty measurement. For most offshore leases,
iease terms ajiow some ficxibiiiy w ihe delivary poiat, that is, in-kind takes can sither be
at the lease or at a convenient point onshore with reimbursement to the lessee for actual
transportation Cosis. Seiection of a deiivery poini under an RIK ProgIam may Lave
significant revenue impacts for certan lease/transportation situations, especially with
respect to non-jurisdictional pipeitnes. At this point, MMS has not determined whether
under any RIK program offshore producnon would be taken at the lease or an onshore
location. That determination would be made during development of detalled program

specifications if a decision 15 made to implemnent an RIK program.



4 (a).

(b).

{c).

As part of the flow of oil from wellbead to a refinery, marketers charge a fee to
mové the oil, but enhance their vatue through aggregation of volumes. Why does
MMS helieve thit an oil R-I-K program, aggregating volumes, could not be

successful and generate revenue?

Despm: direct questmm.ng MMS was not provided with information from producers or
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from royalties in value. In fact, several produccrs and mnrkctm smed that price premia
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are searching for to fill their capacums Itis our undcrsundmg that price enhancements
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aggregation. We will test this atmibute in any RIK pilot performed to determune if such
enhancement actuajiy occurs,

Industry witnesses testified that there are many companies which make their profits
"marketing." Would MMS utilize these experienced marketers io a federal
program? If so, how would MMS translate their fees to a R-I-K program?

In the 1995 pas pilot, MMS payed a gas marketing fee. Why are you unwilling to
pay the fee for an oil program?

Why should the MMS restrict the private sector from receiving a commercial return
on thair added inveetment downciream?

1n tha 1005 p.lm natural mag wae enld a1 the leaes hv rnmm-tmvr I'm'h"ln'v.‘nr As 'mch
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marketer fees were not pa:d Regarding any future R.l]( program, MMS has not yet
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The cost of transportation away from the lease must be equalized in order for
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markeiers io remain compeiiiive. Whai afe youi COnCETTs 00 (TADSPUTTALIONT

Frankiy, we have some concemns regarding nen-junsdicuonai pipeiine raies. Gas
marketers have stated that, if there 15 more than one lateral line from a lease, MMS's
marketers wouid probably be abie 10 negotiate between the pipeiine owners for the besi
rate and that competition will bning rates down to reasonable levels. The situation is
more problematic for leases where only one non-junsdictional hine exists. The marketers
tell us that, if the pipeline owner 15 attempting to charge unreasonable rates, FERC can
assume oversight control and invesugate the casc, cven though they do not officially have
junisdiction. We will be rescarchung this question more in the coming months. The [PAA
testified 1n front of FERC in May 1997 with the same concemns. They were asking FERC
10 take junsdiction in such cases.
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You mentionad a valuation disnute the State of Texas recently settled with an
inteprated oil company. Are you aware of the “trnnspomﬁon" rate provided in

e tlnrani? Wars markating allnwanreac oivan in ths eattlament? What are
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your thoughts for using similar rates in a R-I-K program?

We have heard that the State of Texas recently reached settlement on a royalty issue with

a major producer. However, we do noi have aiy delails oo the spscific components and
rates included and would defer to the witness from the State of Texas to respond to thxs
matier.

Logic dictates that there should be a reduction in administrative costs under R-I-K.
Doesn’t that equate to added value to state and federal government?

We agree that RIK programs should result in administrative savings (o both State and
Federal Government through a reduced amount of audittng, valuation, and financial
report processing. The specific amount of administrative savings would depend on the
type and scope of the RIK programs actually implemented. As such, the extent of
administrative savings cannot yet be determined.

Several factors would affect potential savings. Administrative expenditures could

amtually increaes in the chart_term due tn nengram ctart-mn artivitime  Further synecterd

reductions in auditing costs would bc deferred for several years as auditors complctc
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with an RIK program (though they would be at a reduced level]), and some new functions
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would afise. JOMmE o
Faymeii proceasiug,

Distmbution and disbursement of funds;

Volume reconciiiations and balancing, and

Marketer contract adminustration, or alternatively, marketers and associated staff.

Royalty management functions for the following minerals not under the RIK program
would also remain intact and would require stafl to operate as currently required:

All Indian mineral production,
Solid mineral leases, tncluding coal, sulphur, phosphates, sodmm and others;

(Geothermal leases; and
Oil and gas leases that do not permit the lessor to take the product in-kind.
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Net revenue impacts under RIK programs would be dependent on the interplay of two
factors: potential administrative savings and direct revenue receipts. Considenng the
Lsmitatinnie An a admmictrative cnmnm: HTPWHINIV described abDVC. it is our view that direct

ARELLE LAk S WS bl

revenue received for in-kind mmcrals is by far thc most important factor. For example,
2z from the 1005 CGulf of Mevien aac RTK Pilat wanld have hean $82 million
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(:xuapolatcd to the entire Gulf of Mexico for gas production only), far overshadowing
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to administer all lease revenues (mc!udmg mchrect r:nsts) approaches 383 mitlion. Qur
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revenue receipts with minimal risk, followed by demgmng the details of these programs
{o PI‘DVIUC the fuiiest extent of adminismaiive SRVIIIES

Considering all the litigation associated with today’s value system and the delays in
collecting what is owed to the federal povernment, won’t R-I-K provide moncy in
your pocket sooner and have the increase of time value of money with it?

Theoretically, RIK has the potential to decrease disputes, especially over valuation 1ssues.
It is cenainly in everyone's interest to reduce the administrative burdens, delays in
pavment. and uncertainty over liabilities associated with such disputes. Qur challenge is
to ensure that RIK results in revenues that are at |east commensurate with those currently
reneived and costs that are less. The amount of revenues that are involved in litigation

are relatively minor compared to what we collect. For example, while MMS collects over
td hillinn annnn'llv in mineral receinte andit findines rvnlcallv are some 3o 5 ncn:cnt of
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total collections. It is those audit findings that are disputed and not timely pmd The
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timely.

Y ou meniiou youi &Agency's relucianic i include all gas and oitic = R-I-K
program? But, legistation could provide for a st gcd process with adequate time to

Ly

pring in diiferent regions. Are you supporiive of i iype of Approach’:

We are nol supponive of such an approach. We beiieve ihai RIK may noi ever be
advisable in certain arcas and under cenain conditions. The lease terms in place provide
for an election of in-value or in-kind by the Secretary, and we belhieve that the Executive

Branch should retain that right of election. At this point, 1t is premature to guess whether
any legislative assistance may be needed.
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It is important to recoguize the obvious downsizing MMS would undergo if
......... n o cucraceinl H-I-lf nrnﬂl'lll'l I want to Wﬂl‘k with you l"'iEllt nb front
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to prevent staff reduction from afl‘ecting the outcome of the program. Do you have

any itioighits on tHis?

h.m

Thank you for your wiliingness io work with us. Given that no RIK program bas besn
defined, tested, found successful, or fully lmplmtnd, iis pmmature to assumne that
downsizing wouid be necessary. For your informaiton, MIM3 has suwcﬁbmuy managed
significant decreases in staff consistent with the FTE reductions proposed in the National
Performance Review and required by the ‘Federal Workforce Restructuning Act of 19947
without recourse to reductions-in-force. We are currently in the process of reengineenng
our Royalty Management Program to integrate the State delegation provisions of the
“Royalty Simplification and Faimess Act” and the ability to take royalties in-kind, where
profitablc. As part of that process, we are also attempting to identify opportunities to
franchise services that may require more, not less staff.
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Ouestions from Mr. R Barcel
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of Federal oil and gas, if done on a national, mnndntory basis, is similar to

nationslizing our ofl and gas resources, particularly in light of how much netralanm

resources the U.S. controls. Can you expiain to us why this activity is an

appropriaic areoa oy ile Federal Goveroment to be involved ia?

We do not yei ktiow if this activity is one ihai the Federal Govermnment shouid be
involved in, primarily because we have not identified a specific program that meets all of
our criteria for success, inciuding revenue enhancemnent considerations. However, we are
not persuaded that the concept of a government taking and selling production is 2 prion
inapproprate. Un the contrary, an intelligently-rashioned KIK program couia oo good
business practice and would be consistent with the ofi-stated goal of “running the
government more like a business.™

You have testified that implementation of R-I-K programs would include some risks
and that adoption of R-I-K across the board may not be advisable? Specifically,
what are some of these risks and what, if any, adverse effects could occur?

A a rovalry pwner, we own the assei--the oil and gas production. Based upon the royalty

in-value process, we recetve our share of the value the lessee obtains for the product
upen disposition. At vou kmow, we collect aver $4 hillion per vear for Federal

1 2]
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production u.ndcr thus methodology We receive nearly all of thxs without dispute each

-~ o lrneer el mrmmmee far tha mrnling ftumar
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Guue the Federal Governmeni as lessor takes that production in-kind, basically the
lessec's obltgatmn has been fulfilled The lessor now takes on all responsibilities and

1 ab k- . _ Fabl _ _ad . mmed lmmammen fimm——t 11as —Mcr.ndul.-.ill "A-l i‘ln.’
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disposition. The lessor becomes like an interest owner, but without any | control over the
production--that 1s, the royaity production 1lows as the 1€ss¢¢ Sees NIt. 1N¢ 1ESS0T NOW
bears the costs and nisks of transporung, storing, marketing, insuring, and otherwise
disposing of the products. Depending on the lessor’s periormance in (hese areas, the net
revenues may end up being less than what the lessees were able to obtain. Thus, some
portion, or perhaps all, of the $4 bilhon in revenues are put at nsk. This 1s why we are
cautiously approaching altemmatives to assess what nsks we should be adopting on any
RIK option.

Pnor to adopting any alternative across-the-board, we would want to see if it makes sense
in all areas or whether there are conditions in particular areas of the country that would

6



require 2 pmgram tailored specifically to that area. With the diverse types of leases that

we have from the siniall aulppm wills .punuu"""':w anrnec remnta ) lnr-nhnnt tn "‘IP lnrm-

* concentration of production in the OCS we want to evaluate alternatives for c.su:h
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particuiar arca and production we ae consideriig. We do aot want
fits-all program and then find out that there were situations in an arca that the generic

Program did not fit. Instead, we wani io make surc ihat any pilot o progran that we
implement is the best alternative for that particular situation.

From the testimony provided today, Mr. Nichols, speaking Ior independent
producers, offered to help design an R-I-K pilot to learn the best way to take royalty
jin-kind. States have testified today that they support R-I-K with Federal leases
within their boundaries. You have testified that the Departmeant is open to
alternative apd innovative solutions. You bave expressed your willingness to work
with industry, interested States, and Congress to improve the royalty process. What
do vou think is the best way to harness this common interest and move forward to
anc<wering the questions remaining oo making this a workable solution?

We concistantly strive to inchide aur customers in developing alternatives. With respect

Trowr wrarmimavawrRTY)

to RIK aliernatives, we have held numerous workshops and listened to the industry and

the States, including 2 portion of the industry we normally are not associated with. We

have leamned much from this process and will continue to wurk In an open manner. |

have siressed that we want to be catlisus in uu!.ll‘vuu- h"g any neaw nrogram 1o make sure

it 15 going to work, protect the public's resources, provide the public 2 fair return on their
resources, and perform in an adimimusuatively efficient manner. With those caveals, we

will continue 1o pursue those arcas that appear to provide the benefits we all seek.

The MMS will prepare the detailed operational and technical requirements for any RIK
pilot it ¢chooses to pursue. Once these detalied requiremenis and progian sirategics ars
developed, an analysis of the impacts will be made. Based on these analyses, decisions
will follow on whether [0 procecd wilh impiementauon of Wic issuunncidad piivi
programs. Premature legislation would most likely hinder our ability to design,
impiement, and analyze pilot programs that could result in the most workable RIK
programs. ’



Ms. Quarterman, the Province of Alberta in Canada reports only marginally
nocitive ravenne resnlis fram ite R-1-K program in which marketers sell Crown oil.

We understand that this increment results from taking crude from remote areas
w=rdsbl Favzr rafltmaviar and lnw damand tn arsac of I-niorhpr concantration of refinerias
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and refining demand. How would this dynamic wurk for the Gulf of Mexico?
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The Province tepresented that the marginal increase in revenues is due to the factors you
mentioned; however, we have no independent analysis to thai effeci. Ai this pout, we do
not have the data to verify that a similar dynamic would oceur for the Gulf of Mexico or
other areas in the United States.

There are important differences between the Alberta production environment and that of
onshore U. S. production areas—differences that give us pause as we consider RTK
scenarios for onshore crude oil. For example, Alberta produces roughly the same
amount of crude oil as curently produced from the Guif of Mexico in a very
concentrated, relatively small geographic area with a somewhat limited pipeline
infrastructure. The situation is markedly different than onshore in the United States, with
its more than 36,000 oil wells, 2,600 operators, and 23,000 producing leases scatiered
remotely throughout numerous geologc basing in 36 revenue-recipient States. The

learning curve for the Federal Government to commence an across-the-board onshore
: nrogram wnnld ha nrnrhmnnn and m-rh:m'; more cnmnlcx than the cnstlnE in-value
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systemn. It seems obkus to us that 1mplcmcmauon of a new crude oil RIK system in the
gnchore snvironment would be 2 large and complex undertaliing ane that shanid he

attempted only if the revenue and administrative impacts for all parties are substantially

positive
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affihated with refiners. Although this feature 15 mtelhgently des:gned to avoid non-
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marketers.

Director Quarterman, the State of W yvoming inciudes certain stipuiations ior an
R-1-K program, such as the right 1o receive 50 percent of the ‘gross share of federal
oil and gas; the right to market that oil and gas; and the right to receive a cash
payment for de minimus pavment. Would it be possible for the MMS to set up an
R-I-K program with tbese requirements that would also be revenue neutral and cost
effective?

The Siates do not currently have authonty to separately run a program for their share
from Federal leases. The Mincral Leasing Act only authorizes the States to receive a

8
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permanent and indefinite appropriation for a fixed proportion of revenues received from
Federal mineta! leases within State boundaries.

Despite these legal constraints, we recognize that there is significant interest on the part
ateve and the Qtate to tect the nnh-nhnl for crude oil RTK proprams in .
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Wyoming. Accordingly, we wish to work Jomﬂy with the State to develop a crudc oil
RIK pilot program io test operational, revenus, and sdministrative implications of

onshore oil RIK approaches. We recently invited the State to join us in this effort.

One of the concerns expressed by independéii producers on {he CTude ol valuation
regulation is that because of the way the rule is structured, very few of their sales
vould be construed as “gross proceeds” thus jorcing them to use iic NYMEX or
ANS as the primary benchmark. This, in turn, would require them to undergo an
extensive set of crlculations to “net back™ to the welinead. Additionaliy, they beiieve
tbat this net back calculation will still force them to pay royalties on a dollar figure

that is higher than the amount they are actually selling their oil for. How do you
respond to this charge?

MMS published a supplementary proposed rule in the Eederal Register on July 3, 1997,
which modified the eligibility requirements for oil valuation for arm's-length
transactions. This change allows those producers with true arm’s-length sales to pay
royalties on that basis. Under the revised proposal, the NYMEX or ANS benchmark

would be used anly to value a non-arm's-length sale or a sale that hides some of the gross
proceeds.

Also. MMS has decided to request additional input on valuation alternatives by holding

e - . .
WOTR3hOPS with our constinucnts in late September or Qotober. The alternatives will bha

published 1n the Federal Register mid September.
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would it cotail?
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specmcally. would MMS be able to market beavy 0il? Wha

In our current RIK feasibility study, we are examining potential RIK programs from a
conceptual perspective, isolating those general program atmbutes that would lead to
program success and those faciors that would negatively affect a program. Accordingly,
the details of how a program would operauonally address crude oii quality are not within
the scope of the present study. If a decision were made to implement a crude oil RIK
program, the quality issue would be a key 1tem to address.
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If the industry’s R-I-K proposal were adopted, and a mandatory pationwide R-I-K
program were adopted, what functions of the Royalty Management Program would

e adn anarativa’?
i wRILFAEAL "r"l RS T W R

We arc unaware of any specific RIK nroposal 1 made by the nil and gac mdustry

Tendering all Federal oil and ga.s to an RIK program would radum'; current Royalty

Managemeni Program activity, Whather the overall level of activity would be reduced,

assummg a full RIK program is put into placc has not been studied. A large portion of
mc auunmg, Valuauun, HIIU H.“d.l'll.l.ﬂ.l. ICPUII piuywaula wuu}d u'\-unumn; u: \.-lulu.uut.l-d £H

reduced. The reduction in auditing would likcly be deferred for several years as auditors

complcw reviews of prior periods. Many l:xlsung nuyiuty xﬂiumgmucm nuy alll
functions would remain with an RIK program, though many would be at a reduced level.
Some of the functions would be:

Payment processing;

Distribution and disbursement of funds;

Volume reconciliations and balancing, and

Marketer contract administration; or alternatively, marketers and associated staff.

Rovalty Management Program functions for the following other minerals not under the
RIK program would also remain intact and would require staff to operate as currently

renyired-
requires

@ All Indian mineral produchion;
® Solid mineral leases, including coal, sulphur, phosphates, sodium, and others;
e (acthermal leasee; and

® Qil and pas leases that do not permit the lessor to take the product in-kind.

What effect would adoptiog the industry's R-I-K proposz! have on the provisions of
the Rovalty Fairness Act?

arec potcnuauy some conilicis beiween RIN lmpn:uu:mdl.luu and pL GVISiOns uf the Act.
Some areas where there may be some conflicts are in the areas of State delegation
authonuies and taking production from a iease that may be determined to be a marginai

propeny.

We reiterate that we do not support an across-the-board RIK program for all leases and
products, or even pilot projects for cenain products in specific areas. Much analysis
needs to be done before any such conclusion can be reached. Our preliminary analysis,

10



however, indicates that there may be some situations where RIK may be advisable.
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